First let’s get to the math. Then let’s look at the three waves of expansion. 

The math and the three waves will support the DJ 35k and ND 16k statements I made above. 

· The Math

· We are parelling the 1920’s right now. The following is taken from Dent’s monthly newsletter of May and June 2001. It offers the best explanation of the math. 

“We are in a technology shake-out cycle very similar to the auto consolidation in the early 1920s. Although the markets may have bottomed here, the repercussions will likely last well into 2002 before stronger demographic growth and the next phase of the technology cycle kicks in.”

“A lot of investors are starting to wonder: With a correction of this magnitude in the technology sector, will we ever see new highs in the Nasdaq? And of course, our answer is yes, we will see substantially higher highs and continued stronger performance than the Dow and S&P. We will make our first projections for the Nasdaq since it broke out of our Nasdaq Channel. The Nasdaq should see 16,000 by 2008-a ten times gain-and could even possibly see our original targets of 25,000. There was a very similar correction in the early 1920s that economists attributed more to deflation in the after math of World War I. But when we looked more closely we found that it was indeed a "tech wreck," a severe slowdown and stock crash that concentrated in the strongest emerging high tech sectors of the time. It was a shake-out of the incredible auto and tech growth boom that followed the assembly line innovation. But that shake-out was followed by the Roaring 20s.”

“Chart 2 is reprinted from page 138 of The Great Boom Ahead. It shows how our four- phase industry (or product or technology or economy) life cycle plays out over the S-Curve progression. After an innovation or start-up period there is a strong growth boom that peaks just before the 50% penetration point approaches, typically around 40% on the S-Curve. After the S-Curve accelerates into the growth phase at 10%, there is a rush of investment and competitive entry from both new companies and established ones.”

“The rapid growth ultimately leads to over-investment in capacity, as that is always human nature. As the growth rates begin to slow towards 50% penetration, the overcapacity leads to a shake-out or consolidation. But that only brings lower prices and increasing efficiency. The companies that survive this shake-out come out with stronger gains in market shares and often stronger margins. Hence, they thrive again in the maturity boom to follow, even though growth rates of the industry slow in the 50% to 90% phase of the S-Curve. Although it would appear that the industry is growing at the same rate due to the trajectory of the S-Curve, the actual growth rates do slow. From the 10% to 50% phase, the market grows 5 times. From the 50% to 90% phase, it grows 1.8 times.” 

“The growth boom that followed an explosion of initial start-ups (innovation phase) in the auto industry between 1901 and 1908, peaked in late 1919. The economy fell into a recession between 1920 and 1922. Auto manufacturers began a longer narrowing of companies in that race for leadership after a peak in the number of auto manufacturers with a 20% fallout in 1920 as you can see in Chart 4 between 1920 and early 1922, the Dow fell 45%, the S&P auto index fell 70% Chart 5, and the S&P tire and rubber index fell 72% Chart 6. These declines were almost exactly in line with the recent 69% decline in the Nasdaq. But here's the real story. From the bottom in early 1922 into the top of the bull market in late 1929, the Dow experienced a 6 times gain, the auto index a 12 times gain, and General Motors, a 22 times gain Chart 7! Note that General Motors was down 75% in the early 20s correction, similar to leading tech stocks like Intel, Cisco and Oracle recently.”

Here is a clear historical precedent for today's tech wreck. If you ask, how could tech stocks go down 70% and still be in a bull market? This is the answer. If you ask, can the Nasdaq go to new highs? The auto index did that and much more as we entered the same phase of the 80-year new economy cycle we are about to move into. And of course, the companies that do emerge as the clear leaders in the next phase could advance 20 times or more, like GM. If Cisco advanced 22 times from the recent bottom, it would project to near 300, after the recent high of 80. But that would assume that they retained their leadership. Maybe Juniper Networks or someone else will dominate.

The Internet S-Curve is at almost exactly the same position on the S-Curve as the autos were in 1921, 80 years ago when cars hit 50% penetration. The Internet hit 44% in 2000 and should hit 50% by the end of this year as we can see in Chart 3, We would project that we would hit 90% by 2006 to 2007. The technology that will accelerate the Internet into its consumer revolution and the 50% to 90% mass acceptance phase will be the broadband wave. The broadband S-Curve is coming at about twice the speed of the Internet. It should hit 10% by the end of 2001 and then progress from 10% to 90% by 2006 to 2007, catching up with the Internet.

The growth boom in technology stocks and the Nasdaq peaked in early 2000 and we are clearly in the shake-out phase. We think that this shake-out will last similarly for a few years into mid- to late 2002. But it is increasingly likely that we have seen a bottom in the stock correction. As we have been commenting, we feel that a substantial rally is likely into early 2002 and then another substantial correction (on the 4-year cycle) into mid- to late 2002 before we see the maturity boom in technology and the next strong phase of the bull market in stocks.

But looking back at the stock markets between 1920 and 1922 would cause us to wonder if we might not see a more modest rebound. The markets back then fell rapidly into late 1920 and mid-1921, then rebounded more mildly into late 1921. The auto index actually bottomed at a slight new low in early 1922, other indices bottomed in mid-1921 and merely pulled back substantially into early 1922. Hence, we could end up seeing a very slow turnaround as repercussions of this major short-term shake-out continue to reverberate through our economy. But we still feel that we need to be more aggressive in our investment strategies as we are getting close enough to a bottom, even if we haven't hit it yet. But the odds are clearly favoring a bottom in early April.

